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Prime Rate has been, and continues to be, an important
indicator in the financial market and overall economy in
Hong Kong. A large portion of loans and advances from
banks to customers are charged on a prime rate plus basis.
Hence the fluctuation and level of the prime rate is of
much interest to many people. The authors wish to conduct
an in-depth study of the Hong Kong Prime Rate, its relatio-
nship to other rates, and the factors (both local and
foreign) affectina it.
In this project, the basic background and the mechanism of
the Prime Rate determination is covered first. Then there
is a short session on the literature survey on the theory
of interest rates. After that, the relationship between
prime rate and deposit rates, interbank rates, and foreign
interest rates is analysed. As expected, it is found that
there is very high correlation among them. Following this
is a verification of some general theories of interest
rates by means of Hong Kong data. It is found that Hong
Kong is neither a fully opened nor a completely closed
economy, and even their general model is not too applicable
to the Hong Kong case. Thus finally, a 'better' tailor-
made model is formulated to correlate and forecast the
3
prime rate. It is not the objective of the authors to
invent a new theory, but is to find a model that better




T able of C ontents iv
L ist of A ppendices& T ables v
A cknowledgement vi
C hapter
1 . R esearch O bjectives 1
1 . 1 I ntroduction
1 . 2 H . K . P rimeR ate and T he H . K . A ssociationof B anksn of B anks
1 . 3 S cone of S tudv
2 . T heoreticalA spects of I nterest R ates 7
2 . 1 L oanableF und T heory
2 . 2 F und F low O f B anks
2 . 3 F isher ' s A pproachof I nterestR ates
2 . 4 I nterestR ates in a F ully O pen E conomy
2 . 5 T he G eneralC ase
3 . P rime R ate and I ts R elationshipT o O ther R ates 1 6
3 . 1 P rime R ate V s D epositR ates
3 . 2 P rime R ate V s I nterbankR ates
3 . 3 P rime R ate V s F oreignI nterestR ates
4 . V erificationf T heories with H ong K ong D ata 3 1
4 . 1 F or A C losedE conomy
4 . 2 F or A F ully O pen E conomy
4 . 3 F or A G eneralC ase
5 . I nfluencingF actors A ffectingH . K . P rime R ate 3 8
5 . 1 M odel
5 . 2 M ethodology
5 . 3 F indings& A nalysis
5 . 4 I nference
6 . S ummary and C onclusion 5 0
R eferences and B ibliographies 5 6
D ata S ources 5 7
A ppendices 5 8
5
LIST OF APPENDICES TABLES
Appendix
1 a) Data showing profile of Y, Wi, W2, and W3...... 58
1 b) Graph showing profile of Y, W1, W2, and W3.... 59
2 a) Data showing profile of Y, W4, W5, and W6..... 60
2 b) Graph showing profile of Y, W4, W5, and W6.... 61
3 a) Data showing profile of Y, W7 thru Wio........ 62
3 h) Graph showing profile of Y, W7 thru Wio....... 63
4 Data showing profile of W6, Zi thru Z5........ 64
5 Data showing profile of Y, X1 thru X9........ 66
6 Detailed description of the Variables........ 68
7 Computer Print-outs of the various Analyses... 71
Table
3.1 I between Y and Wi' s (i= 11213) 18
3.2 Correlation among Wi's (i= 1,2,3) 19
3.3 R2 between Y Wi's (i= 1,2,3) with Time Lags.. 19
3.4 Volatility Measures of Y Wi's (i= 1,2,3)..... 20
3.5 R R between Y and W i' s (i= 41516)............. 22
3 o6 R2 among W i' s (i= 41516)...................... 23
3.7 Volatility Measures of Y Wi's (i= 4,5,6).... 23
3.8 R2 between Y and Wi's (i= 7,8,9,10).......... 26
3.9 R 2 among Wi's (i= 7,8,9,10).................... 27
3.10 Volatility Measures of Y Wi's (i= 7,8,9,10).. 27
3.11 R2 for Foreign Factors Before After Pegging 30
5.1 R2 value Between Y and Xi Is (i= 1 thru 9)...... 43
5.2 Stepwise Regression of Y Vs Xi Is (i =1 thru 9).. 46
5.3 Stepwise Regression of Y Vs Xi Is (i =1 to 4, 6 to 9) 47
6.1 Summary of Regression Findings in Chapter 4 and 5 55
6
ACKNOWLEGDEMENTS
We wish to express our sincere gratitude to Dr. Danny Wong
who, graciously consented to act as our advisor, for
providing inspiration and guiding the development and
completion of this research project.
We must also thank Mr. George Hui, former lecturer of the
MBA Division, for his constructive suggestions and
invaluable comments to our study.
Needless to say, we are responsible for the views expressed
in this report, and for whatever factual and analytical









Hong Kong is an international financial and business
centre. Everyday thousands of transactions involving money
e.g. loans, deposits, advances, credit etc. are dealt.
Lenders or depositors gain interest as a return in their
money lent out, while borrowers have to pay interest as the
cost of their capital borrowed. Both parties have great
concern on how high this interest rate is, and its movement
will directly affect their choice in putting money in
the various investment opportunities. Hence interest
rate is an important entity for the finance and economy of
the Hong Kong society.
There are a number of popular interest rates prevailing in
Hong Kong. There are lending rates, deposit rates, inter-
bank rates, bond rates, discount rates (for bills) etc.
All these can be classified into 2 streams: rates for
lending, and rates for borrowing. Banks usually take the
intermediary position for such transactions.
Banks get their money source mainly through (i) capital
from shareholders, (ii) customer deposits, and (iii) inter-
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bank loans. For customer deposits the banks need to pay
deposit interest, the rate of which is governed by an
interest rate agreement among banks. While for interbank
loans, they have to pay an interbank loans interest which
depends on market supply and demand. For loans extended to
customers, the usual interest rates charged are based
either on prime-plus or interbank-plus criteria. The
amount of premium added is dependent on the risk, credit-
worthiness and a no. of other factors. Usually Hong Kong
and Shanghai Bank (HKSB) and some local banks have larger
customer deposit bases, and this provides a cheaper source
of fund since deposit rates are usually lower than the
interbank rates. However most international banks in Hong
Kong do not have such a large customer deposit bases.
Hence these banks rely heavily on the interbank market for
a large portion of their funds. The interbank interest
rate determines the cost of borrowing at call or short
notice among banks in Hong Kong and as long as the prime
rate is above the interbank rate, it is still a profitable
means of raising funcs for doing business.
1.2 Hong Kong Prime Rate and The Association of Banks
Prime Rate is a term used in the U.S. and Europe, which
3
designates the lowest interest rate that banks can charge
for loans extended to customers. In Hong Kong, its
official term is 'Best Lending Rate'. It is a very
important indicator in the financial market, especially to
those who need loans and advances. Take for example, the
interest charged on private real property mortgages are
usually based on prime rate plus 1%. Hence if the prime
rate is high, then the cost of borrowing is high, and
people may elect not to purchase the property for the time
being. This will create a strong influence on the economic
activities level for the society.
In strict terms every bank can quote their own prime rate:
since there is no statutory requirement for a unique rate
among banks in Hong Kong. However in practice they follov
to a unique one unanimously. The usual leader in quoting
the Best Lending Rate is the HKSB. They made their
announcement of any change in their prime rate (and other
banks follow suit) usually on Friday afternoon, which is
the same time as the regular weekly meeting of the Hong
Kong Association of Banks who reviews the deposit rates.
Actually the Hong Kong Association of Banks is a statutory
entity whose membership comprises all licenced banks in
Hong Kong. Its function is to regulate the exchange value
4of the HK dollar, update and expanding banking rules,
monitor the implementation of interest rate agreement,
reviews the operating environment of banks etc. It also
has a consultative council from representatiaves of foreign
and local banks so that banks from different parts of the
world have a fair chance to voice their suggestions and
opinions about the banking sector or monetary affairs of
Hong Kong. It is also responsible for prescribing a
uniform deposit rate structure for all the licensed banks
through an interest rate agreement which is designed to
prevent any unfair competition in the financial market,
larger banks cannot outcompete smaller ones by virtue of
their size or by offering higher deposit rates.
1.3 Scope of Study
In this project an in-depth research on the Hong Kong Prime
Rate was conducted from an viewpoint of a non-economist.
Specifically, we will examine its relationship to other
rates, verify the applicability of various theories in Hong
Kong, and study factors affecting the Hong Kong prime rate.
Some theories on the interest rate determination were
covered first. Then the research was divided mainly into 3
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parts: (i) a study of its relationship with other rates
(Chapter 3). (ii) verification of the theories with Hong
Kong data (Chapter 4), and (iii) a study of the factors
affecting it (Chapter 5).
1.3.1 Relationship to Other Rates
As described in Section 1.2, the Prime Rate is very much
related to both the deposit rate and the interbank rate.
Reason for the choice of these 2 rates are because they are
the major ingredients of the cost of getting fund for the
banks to do business. In fact a very close relationship
between them can be located by examining their profile of
movement over time.
Since Hong Kong is an international financial centre, the
Hong Kong Prime Rate is also affected (or in other words is
led) by the foreign interest rates. Since the U.S. is the
world's largest financial market, hence some popular
interest rates are studied.
1.3.2 Verification of Theories
The various theoretical approaches mentioned in Chapter 2
are to be verified with Hong Kong historical data. Many
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scholars used data of other countries e.g. U.S.A.,
Singapore, Columbia etc. to validate their model. It is
intended to get some data here to see whether they can be
applicable in Hong Kong or not.
1.3.3 Factors Affecting The H.K. Prime Rate
There are a number of local and external factors that may
influence the Hong Kong Prime Rate. The general model
developed by other scholars are not too applicable in Hong
Kong. Hence it is intended to locate these appropriate
factors and to formulate a good regression model to explain
the Hong Kong Prime Rate.
7
CHAPTER 2
Theoretical Aspects of Interest Rate
Prime Rate is one of the many interest rates prevailing
in Hong Kong and hence a literature survey on the
theoretical aspects can give us a better 'feel' of how they
are determined. Basically we can use supply and demand
concept to explain most of the phenomenons. Usually these
theories can explain well for the long run behaviour and
when supply and demand are close to the equilibrium point.
In practice, short term fluctuation (due to government
intervention, short run fund flow resistance etc.) do
occur, and sometimes may render these theoretical
inferences inaccurate.
2.1 Loanable Fund Theory
Some scholars treat interest rates in a similar way as
prices, which are determined by supply and demand. Referr-
ing to the economy of the society as a whole, including
banks, business firms, and government, the fund flow among
them are determined by a number of factors. Interest rate
Kaufman, George. Money, The Financial System and
the Economy, 1983 Ed., pp 166 to 169
1
1
8is one of them. If we concentrate on the demand and supply
of loanable funds, then we have:




CN- consumer non-durable credit purchase
FD- deficits in federal budgets
The supply of fund, SM= BS+ CS+ CM+ LS
where:
BS- business retained earnings depreciation
CS- consumer savings
CM- reduction in money balance of consumer
LS- reduction in money balance of federal budget
In times of equilibrium, DM= SM.
Since all the variables mentioned above has some degree c
relation with the interest rate hence there should be a
single point (Fo, io) which satisfies this condition. And
io is the equilibrium interest rate. Please refer to
Figure 1. In order to measure this io, we firstly have t4
find the mathematical function of each of the above suppl
and demand terms, then find the aggregate, and finally


















Fig. 1 Graphical Presentation of Loanable Fund Theory
2.2 Fund Flow Of Banks
Since the Hong Kong prime rate is set by the banks, it
appears quite reasonable to examine the fund flow of bank
rather than for the whole society since they are the market
maker. Hence along with this line of thought, the model
described in Section 2.1 above will not be very













Fig. 2 Diagram Showing Fund Flow of Banks
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The bank takes the intermediary position for the flow of
money. They can alter the level of their controllable
interest rates to regulate the fund flow quantity as well
asirPctinn_
Inflow of money includes interbank loan (affected by the
interbank interest rate), customer deposit (affected by
the deposit rates), funds from overseas (affected by the
differential in interest rates domestically and externally)
and foreign currency deposit (affected by both the interest
rate differential as well as the exchange rate expectation),
While for the outflow, it consists of loans to customer
(affected by the lending rate which is based on prime plus
interbank rate) and investment (affected by profit
opportunity).
The values of the various factors e.g. interbank rate,
deposit rates etc. will influence each other and also
would affect the status of the fund for each bank. Hence
there are some points where these rates can settle at an
equilibrium. The inter-relationship among them are further
explored in Chapter 3.
or interbank plus), loans to banks (affected by the
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2.3 Fisher's Approach of Interest Rate2
Fisher studied the interest rates in a closed economy, i.e.
there is neither trade nor capital movement in and out, and
is completely isolated from the rest of the world. He found
that the nominal interest rate would be given by the sum of
the real interest rate and the expected rate of inflation.
Represented in mathematical form:
where it= the nominal rate of interest
rrt= the real rate of interest
t= the expected rate of inflation
The real interest rate, in turn, will depend on the liquic
ity conditions of the money market. In this setting
increase in the real quantity of money will tend to result
in decline in the real interest rate in the short run.
Thus Equation (1) is transformed to:
2
Edwards Khan, Interest Rate Determination in Developing




where p= constant= long term equilibrium real
interest rate
EMSt= excess supply of money
= a parameter
wt= random error term
Further substituting EMS by other exogeneous variables, the
final,reduced-form equation for the nominal interest rate
is:
it= Yilog GNPt+21og Mt-1+ 3 t+ wt.... (3)
where GNPt= real income
Mt-1= money supply, Ml
2.4 Interest Rates in a Fully Open Economy
If the economy is completely open to the rest of the world,
and there are no impediments to capital flow, domestic and
foreign interest rates should be closely linked. In
particular, when there is no transaction costs, then
Edwards&Khan, Interest Rate Determination in Developing
Countries, IMF Staff Paper, Sep 85, pp 377 to 399
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where it = world interest rate
et = expected rate of change of the exchange
rate
There exists the possibility that because of frictions
arising from transactions costs, information lags etc.,
domestic interest rate respond with delay to any changes in
the foreign rate of interest or in exchange rate
expectations. This type of lagged respones can be adjusted
by :
where Q = adjustment parameter,
If the financial market adjusts rapidly, this parameter
will tend toward unity. Conversely, a small value of a
would imply slow adjustment of the domestic interest rat
to the foreign one.
2.5 The General Case
The above two extreme cases of a fully open or completely
closed economy are, in fact, seldom observed in the real
world, and it is more realistic to consider the case of an
4
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economy, that, while not closed, nevertheless has some
controls on capital movements. For such an economy it is
likely that both open- and closed-economy factors will
affect the movements in domestic interest rates. In
essence, this would involve combining the two extremes into
a general model in which the domestic nominal interest rate
would depend on (1) conditions related to the level of
liquidity in the domestic economy, (2) expected domestic
inflation, (3) foreign interest rates, and (4) the expected
rate of change in the exchange rate.
Factors (1) and (2), of course, are related to the closed-
economy model described above, whereas factors (3) and (4)
are related to the fully open economy model. The relative
importance of these factors in the process of determining
interest rates in developing countries will depend on the
degree of financial openness of the economy in question,
which describes the conditions under which capital
movements actually take place. If the economy is
financially very open, domestic interest rates will be much
more strongly influenced by world interest rates and
expected devaluation than by domestic factors. On the
other hand, if the economy is quite closed, financially,
the conditions related to domestic liquidity and expected
inflation will be the dominant ones.
15
Hence let be an index measuring the degree of financial
openness of the society, then
(6)
Substituting and converting into an reduced form,
We can thus use actual Hong Kong data to find out the






Prime Rate and Its Relationship To Other Rates
3.1 Prime Rate Versus Deposit Rates
3.1.1 Deposit Rates in Hong Kong
Banks in Hong Kong are governed by an interest rate agree-
ment which limits the maximum interest rates paid for
deposits from retail public due in more than 12 months.
There are mainly 2 classes of banks: Class A comprises
foreign banks (include HKSB) Class B comprises local
banks. According to the interest rate agreement, Class A
banks have to offer deposit rates at the agreed rates
while for Class B banks, there can be a little variation
margin (~1/2%) allowed so as to increase their
competitive edge.
When banks lend out money which are obtained through retail
deposits, they can earn the difference between the lending
and depositing rates. This difference is called 'spread'.
The minimum level of spread is to minus Prime Rate by the
Deposit Rate.
Asian Monetary Monitor, The Interest Rate Agreement- Who
Benefits? Nov/Dec 1984 pp8. And also from Sun Hung Kai





Month-end figures between Feb 81 to Dec 85 were analysed by
the SAS program in the CUHK.
Among the various deposit rates the following rates were
chosen as subjects of analysis:
Wi= 7 days at call rate,
W2,- 3 month fixed rate, and
W3= savings rate.
They were chosen because these 3 rates were the mos
popular deposit rates that contribute most of the
customers' deposits.
Model is Y= f(Wi), i= 1,2,3 where Y is the HK Prime
Rate. A graphical plot of Y, W1, W2, W3 against time is
shown in Appendix 1.
Reading from the graph we can see that the spread for
Savings Rate is the largest, then 7 days at call, and 3
months the smallest. This spread is the minimum return to
the banks as a result of the interest rate agreement
because banks usually charge customer some extra premium to
cover risk anticipated. Based on the spreads for Savings
and 3 month at equal weights, the average spread for the
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period under observation is 4.75 percentage points (please
refer to the Table in Section 3.1.3 d).
3.1.3 Findings
a) The coefficients of determination(R2) between Y and
2
Wi's are shown in Table 3.1 below.





Wi 7 days 0.9854 Y= 4.513+ 1.137 W1
W2 3 month 0.9718 Y= 3.941+ 0.985 W2
W3 savings 0.9931 Y= 4.885+ 1.115 W3
The Student's t-values of the coefficients of the above
Regression Lines are all very high, well beyond 18.
b) The cross correlations among the Wi's are in deed very
high, details of the Pearson Correlation Coefficients bei
shown in Table 3.2.
All data obtained and presented in this project report
are substantiated with their corresponding computer
print-outs run by the Computer Centre of the CUHK.
Copies of the print-outs are enclosed at the end of
the Appendix Section (i.e. Appendix 7), and are filed
according to the order of presentation in this report.
with Y
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Table 3.2 Correlation among Wi's( i= 1,2,3 )
W1 W2 W3
W1 1.0000 0.9639 0.9976
W2 1.0000 0.9774
W3 1.0000
c) There, is no time lagging effect among these rates. Thi
can be illustrated clearly in Table 3.3 below since R2
drop quickly with the increase in time lag.
Table 3.3 R2 between Y Wi's (i= 1,2,3) with Time Lags
**** Correlation with Y****Short
Variable Description no lag 1 month lag 2 mon. lag
- - - - - - - - - - - -
Wi 7 days 0.9854 0.8088 0.6104
W2 3 month 0.9718 0.7888 0.6126
W3 savings 0.82280.9931 0.6322
Actually we can read from Appendix 1 that usually whenever
there is a change in Y there is a corresponding change in
Wi's. It is a common practice of the HKSB to adjust the
prime rate immediately after the review of deposit rates by
the Association of Banks.
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d) In order to measure volatility, the standard deviation,
coefficient of variation and range of the variables were
measured. Please refer to Table 3.4:
Table 3.4 Volatility Measures of Y and Wi's (i= 1,2,
Standard Coe. of
MeanVariable deviation variation Range
Y 12.7542 3.4829 0.27 14.00
Wi 7.2458 3.0398 0.42 11.50
W2 8.9492 3.4864 0.39 13.25
W3 7.0551 3.1118 0.44 11.75
From the above tables, it is observed that:
i) there is very high correlation between the prime (Y)
and the various deposit rates (Wi's)
ii) there is also very high correlation among the Wi's
iii) the standard deviations for the 4 variables are quite
close Y and W2 have nearly the same std. deviation
iv) the coefficients of variation for Wi's are very close
to one another, but not for Y. (because of bigger
value of the mean)
v) the range of Y and W2 are larger than that of W1 and
W3 by 1.5 to 2.5 percentage points.
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In the overall sense, Y and the Wi's are highly correlated.
The fluctuation of Y and W2 resemble very much in many
aspects. In other words, the spread between them are very
stable. W1 and W3 are slightly 'cushioned', and thus are a
little bit less volatile.
3.2 Prime Rate Versus Interbank Rates
3.2.1 Interbank rate in Hong Kong
Interbank rate is a highly sensitive interest rate. Unlik
Prime rate it is determined solely by market supply and
demand. Hence its fluctuation reflects the free market
situation of the fund flow in Hong Kong. The usual inter-
bank rates are: 24-hours call, 7 days, 1 month, 3 months
and 6 months.
For banks relying heavily on interbank loans, this
interbank rate is very important to them because when this
rate rises to a level higher than that they lend out their
money then they would incur loss. Hence for safety sake,
sometimes they elect to lend out money based on interbank-
plus basis instead of on prime-plus.
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3.2.2 Model Methodology
Monthly high-low of the 24-hours call(= W5, W4) and month
end f igures for the interbank offer rate(= W6) were
chosen as variables to be analysed. The reason is that W4
and W5 illustrate the range of fluctuation during the month
and reflects the short term market situation, while W6 is
the most popular rate for the medium term interbank loans.
Again, data from Feb 81 to Dec 85 were taken and analysed
by the SAS program.
Model is Y= f (W), i= 4, 5, 6. A graphical plot of Y, W4,
W5 and W6 against time is shown in Appendix 2.
3.2.3 Findings
a) The coefficient of determination( R2) between Y and V
are shown in Table 3.5.
Table 3.5 R2 between Y and Wi's (i= 4,5,6)
:orrelationShort
with Y Line of RegressionVariable Description
- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -
0.7197 Y= 7.191+ 0.613 W4Interbank lowW4
Y= 5.779+ 0.540 W50.6772Interbank highW5
Y= 2.456+ 0.886 W60.9200HIBOR 3 monthW6
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The Student's t-value of the coefficients for the
Regression Lines are high, being at least 5.8.
b) The cross correlation among the Wi's in terms of Pearson
Correlation Coefficients are shown in Table 3.6.
Table 3.6 R2 among Wi's (i= 4,5,6)
W4 W5 W6
W4 1.0000 0.6543 0.8950
W5 1.0000 0.7862
W6 1.0000
c) The volatility was measured in the same way as in Section
2.1.3 for deposit rates. please refer to Table 3.7.
Table 3.7 Volatility Measures of Y and Wi's (i= 4,5,6)
Standard Coe. of




11 G1 A4 0.32 13.063.7705W6
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From the above tables, it can be inferred that:
i) The interbank rates (Wi's) are highly volatile, the
coefficient of variation can be as high as 0.53 for W4
ii) Among the various Wi's the interbank 3 months rate
(i.e. W6) gives the least variation and is closest to Y.
The standard deviation and coe. of variation of W6 are
slightly higher than Y.
iii) The spread between Y and W6 is only 1.14 percentage
point. Hence banks relying heavily on interbank loans get
much lower profit margin than those having strong customer
deposit base( 4.75 percentage points per Section 3.1.2).
Should the bank elect to use interbank 24 hour call, then
there may be risk for loss since the average of W5 is a
little bit higher than Y.
In the overall sense, Y and W6 have very high correlation.
Maybe W6 itself is already a sufficient factor to determine
the Hong Kong Prime Rate.
3.3 H.K. Prime Rate Versus Foreign Interest Rat
3.3.1 Foreign Rates in Hong Kong
Hong Kong has a very highly efficient tele-communication
network with many other places in the world. Also due to
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the duty-free and unrestricted capital flow in and out of
the society, any significant differential in interest rates
between Hong Kong and other financial markets will cause
immediate attention and usually be adjusted to a new short
term equilibrium level very auickly.
For banks having international operations, they will put a
lot of attention on the movement of these rates because
arbitrage can offer a lot of potential earnings to them.
3.3.2. Model & Methodology
The U.S. financial market is the largest influencing source
to other countries due to its large transaction volume and
political dominance. In fact, they are the world's largest
and leading market.
There are a number of popular interest rates, and the
dominant ones chosen for analysis are:
W7= Prime Rates charged by major U.S. banks,
W8= U.S. Federal Funds Rates,
W9= Euro-dollar Deposit Rate, 3-months,
W10= U.S. Treasury Bills, 3-months.
Firstly the monthly average f igures for Y and Wi' s (also in
monthly average figures) during Feb 81 to Sep 85 were
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analysed by the SAS program. Subsequently, month-end
figures of the Hong Kong Prime Rate were also analysed.
Similar results were obtained.
The model is Y= f(W's), i= 7,8,9,10. A graphical plot
of Y, W7, Ws, W9 W10 against time is shown in Appendix 3.
3.3.3 Findinas
a) The coefficient of determination( R2) between Y and Wi's
are shown in Table 3.8.
Table 3.8 R2 between Y and Wi's (i= 7,8,9,10)
Short Correlation
Variable Description with Y Line of Regression
W7 U.S. Prime 0.7478 Y= 2.111+ 0.825 W7
W8 Federal Fund 0.7144 Y= 3.595+ 0.851 W8
W9 0.7438Euro-$ 3-mon Y= 3.133+ 0.852 W9
U.S. Bill 3m 0.7239W1o Y= 2.219+ 1.080 W1o
The Student's t-value of the coefficients for th
Regression Line are quite high, being at least 2.3
From the table above, there is high correlation between Y
and Wi's, W7 being the highest.
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b) Their cross correlation, Pearson Correlation Coefficients
are shown in Table 3.9.
Table 3.9 R2 Among Wi's (i= 718,9110)
W7 W8 W9 W10
W7 1.0000 0.9714 0.9835 0.9500
W8 1.0000 0.9870 0.9768
W9 1.0000 0.9802
W10 1.0000
c) The volatility was measured in the same way as in Sectioj
2.1.3 foe deposit rates. Please refer to Table 3.10
Table 3.10 Volatility Measures of Y and WiIs (i= 7,8,9,10)
Standard Coe. of
Variable Mean deviatior variation Range
Y 13.1566 3.2157 0.24 13.60





From the above, it is observed that:
i) The foreign rates have quite a high correlation with
the Hong Kong Prime, the R2 value being 0.71 to 0.74. This
substantiates the research findings made by the Hang Seng
Bank. Please refer to the Hang Seng Monthly Jun 1985 on
Capital Flows and Interest Rate Movement.
ii) The standard deviation for Y, W7, W8, and W9 are very
close to one each other. The corresponding figure for W1o
is the lowest, probably because the Government Treasury
Bills have to present an image of giving more stable
interest rates. However in terms of the coefficient of
variation, all variables give approximately the same
magnitude of figures.
iii) The range of Y is larger than any of the Wi' s. This
indicates that the Hong Kong rate is actually NOT always
following the foreign rates. sometimes they are higher and
sometimes lower. Obviously there should be some local
factors involved here.
3.3.4 Correlation Before and After Pegging
One may expect that after the pegging of HK$ to US$ in Oct
83, the Hong Kong interest rates should follow a more
29
closer pattern to the foreign rates. In order to prove
this, the analysis in Section 3.3.2 was repeated with two
stages of data: Feb 81 to Oct 83 (before pegging), and Nov
83 to Sep 85 (after pegging). Month-end figures were
employed this time.
According to theory (Section 2.4) for interest rates in a
fully open economy, Equation (4) asserts:
where it is the Hong Kong interest rate
it* is the foreign interest rate, and
et is the expected change of exchange rate.
since the 'expected' change of exchange rate is a highly
subjective measure, hence actual percent change of exchange
rate is used instead. Let Wii be the percent change, then
Y is analysed against the foreign rate and Wii together in
a package.
It is clearly seen from Table 3.11 that except for Wio
alone, all variables got higher R2 value for 'After' than
'Before'. This substantiates the hypothesis made earlier
in this section that after the pegging of HK$ to the US$,
the Hong Kong prime rate.follows a closer pattern to the
foreign rates.
it =it + et
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Table 3.11 RL for Foreign Factors Before After Pegginc
** Coefficient of Determination**





W7, W11 0.7300 0.8593
W8 , W11 0.7230 0.8488
W9, W 11 0.7303 0.8608
W1o, W11 0.7528 0.8448
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CHAPTER 4
Verification'of Theories with Hong Kong Data
The theories of 'open' and 'closed' economy as mentioned in
Chapter 2 had been verified with other countries' data
(e.g. Singapore, Columbia) by some scholars. It is
intended to use Hong Kong data to do our own verification
to see whether these theories apply or not. Detailed data
are shown in Appendix 4.
4.1 For a Closed Economy
4.1.1 Model Methodology
Per section 2.3, the Fisher's equation is:
the finally reduced form equation i
(3)
Since the interest rate, it ,is a sensitive measure, the
profile of Hong Kong Prime Rate, i.e. Y, is not appropriate
to be used. Hence the HIBOR 3 month (i.e. W6) is used in
the analysis.




where GDP= Hong Kong Gross Domestic Products( HK has
no GNP, hence GDP is adopted)
M= money supply, M1
= percent change of CPI(B) index
Hence the model is W6=f(Z1,Z2,Z3). Then historical data
from Feb 81 to Sep 85 are used to locate their inter-
relationship.
4.1.2 Findings
The coe of determination( R2) of the regression analysi
is 0.6836. The Adjusted coe. of determination(Ra2) is
1
0.6717.
The regression line is:
W6= 74.088+ 32.901 Z1- 52.341 Z2+ 0.538 Z3
(0.95) (1.41) (-4.85) (1.40)
Judging from the above results it is obvious that this
model is not applicable to Hong Kong since R2 is not high,
only 0.6836.
This exhibits that Hong Kong is not a fully closed economy.
Other factors may have greater effects on the Hong Kong
interest rates rather than those included in Fisher's model.
33
4.2 For a Fully Open Economy
4.2.1 Model Methodology
Per Section 2.4, the hypothetical equation for a fully open
economy is:
If we also consider the time lagging effect, then
Hence, if we let
it= W6= Hong Kong Interbank 3 months offer rate
where it= W10= U.S. Treasury Bills, 3 months, int. rate
et= percent of change of the exchange rate
it.1= last period Hong Kong Interbank 3 month rate
Models are:
respectively. The former is a simple model; while the
latter one takes into account of the response lagging
effect.
Again historical data of Feb 81 to Sep 85 were employed.
144.2.2 Findings
The coefficients of determination( R2) of the regression
analysis are as follows:
Case i): W6= f (Z4)
R2= 0.5344, the line of regression is:
W6= 4.0592+ 0.7786 Z4
(3.85) (7.87)
Case ii): W6= f (Z4, Z5)
R2= 0.7958, Ra2= 0.7920
the line of regression is:
W6= 0.6221+ 0.2753 Z4+ 0.7030 Z5
(0.76) (3.06) (8.24)
From the above results, it is observed that Hong Kong is
also not a fully open and free economy because R2 is merely
0.5344. However if the effect of response lag is also
considered (i.e. the latter case),then such model can give
much better results. The R2 value is 0.7958 (Ra2= 0.7920)
while the response lagging factor,0, is 0.2753. In other
words under this model, Hong Kong interest rate changes
0.2753 point with respect to change of 1 point in the
foreign and exchange rate factor combined. This result
appears to be not too satisfactory since Hong Kong is very
fast responsive to changes.
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On the other hand, it is also observed that when the 2
coefficients of Z4 & Z5 are added, the sum is 0.9783. This
is very close to the hypothetical sum of unity.(=0+ (1-0))
4.3 For a General Case
4.3.1 Model & Methodology
It was shown that the models set in Section 4.1 & 4.2 could
not explain the Hong Kong case very well due to their
extreme nature. Per Section 2.5, Equation 7 Gives:
(7)
Hence the model this time is: W6= f (Z1, Z2, Z3, Z4, Z5)





The same set of data from Feb 81 to Sep 85 were analysed.
4.3.2 Findings
The coefficient of determination(R2) is 0.8326( Ra2=
0.8159) and the line of regression is:
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W6= 73.107+ 1.275 Zi- 16.924 Z2+ 0.194 Z3+
(1.26) (0.07) (-1.58) (0.64)
+ 0.310 Z4+ 0.382 Z5
(3.65) (2.88)
= 4 + 5
= 0.310+ 0.382= 0.692
0= 4/ = 0.310/ 0.692= 0.448
Under this general model the results obtained are not too
satisfactory because the value of R2 is still not very
high. The degree of 'openness' measured is only 0.692, and
the reponse lag is 0.448. Such figures are considered to
be quite below our expectation.
4.3.3 Stepwise Model
As reflected from the results obtained in Section 4.3.2,
the t-values for 1 and 4 are quite low. Hence Zi and Z3
may have the chance of not significantly differ from zero.
Hence a stepwise procedure is also conducted to explore
some more findings there.
After performing a stepwise analysis, then it is found that
only Z2, Z4, and Z5 are significantly chosen in the model.
37The coefficient of determination( R2) then becomes 0.8311
2
( Ra= 0.8247), and the line of regression is:
W6= 76.180- 16.138 Z2+ 0.304 Z4+ 0.404 Z5
(-3.30) (3.65) (3.37)
= 0.304+ 0.404= 0.708
= 0.304/ 0.708= 0.429
These figures are also quite similar to the results
obtained in Section 4.3.2.
4.3.4 Conclusions
As the above models are only designed for general cases and
Hong Kong may has her own characteristics. Hence Chapter 5
is intended to get a better representation of the Hong Kong
prime rate by some more relevent factors.
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CHAPTER S
Influencing Factors Affecting H.K. Prime Rate
In this Chapter, some factors which the authors considerec
to have some influences with the Hong Kong Prime Rates arE
chosen and analysed against Y. It is expected to be able
to formulate a regression model having appropriate
variables chosen in order to explain the variation of Y
better than those included in Chapter 4.
5.1 Model
Firstly a no. of variables which are good indicators or
proxy measures in their related sectors are considered.
They are thought of being quite likely to have some
relationship with the Hong Kong Prime Rate under study.
The rationale employed was to include both domestic and
foreign factors (which should not be led by Y) in the
model. Domestic factors include mainly economic and
financial ones. For example, GDP, living index, exchange
rate fluctuation, sale and purchase agreements of real
properties are economic factors which are considered. The
money supply, loans and advances to banks and customers are
examples of financial factors being selected. Other
indicators, e.g. Hang Seng Index of Share Prices, and Gold
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Price are also included because they also have some sort of
close relationship with Y.
While for the foreign factor, the 3 month U.S. Government
bills' interest rate is chosen. There is no particular
reason for choosing this Wio because as stated in Section
3.3.3 all the 4 foreign rates have roughly the same
correlation with the Hong Kong interest rate. And that we
had employed Wio+ Wil in Chapter 4, hence the same set of
variables are selected again this time.
5.2 Methodology
Model is Y= f( X1, X2, 40.... X9) where:
X1 is log (GDP),
X2 is log Mt-1,
X3 is the percent change of living index,
X4 is Wio+ Wii, i.e. the sum of foreign rate and the
percent change of exchange rate,
X5 is the Hong Kong Prime Rate of the previous month,
X6 is the Hang Seng Index of Share Price,
X7 is Hong Kong Gold Price,
X8 is log value of the bank loans and advances, and
X9 is the no. of sale and purchase agreements of
real properties.in Hong Kong.
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X1 through X5 are actually following the same model as the
general model put forward in Chapter 4( of course this
time the dependent variable is Y, not W6). They include
GDP, money supply, inflation, world interest rate, exchange
rate and response lag factor respectively.
X6 is the Hang Seng Index for Stock Price. It is a
dominant financial indicator of the investment climate in
Hong Kong. Unreasonable rise of Hang Seng Index will lead
to inflation, and in turn, interest rate increase. The
converse also holds. Also if more people are investing in
the Stock Exchange market, then more money capital will be
flowing outside of the bank sector, and hence the banks
will raise the interest rate to increase the cost of
capital( or opportunity cost) so that a new equilbrium
can be re-stored.
There is a close relationship among the gold price,
exchange rate and the interest rate. Usually when there is
a rise in interest rate then there will be a drop in the
gold price. Conversely when the world gold price drops,
then the Hong Kong gold price will also drop (especially
after the pegging of HK$ to US$), and hence will create a
thrust to push up domestic interest rates.
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The loans and advances to customers are also related to the
interest rate level. This is the demand side of the money
game which just opposites that direction of money supply.
When there is a general increase in money demand then the
interest rate will be pull up.
The activities of real properties market in Hong Kong also
have influence on the interest rate, especially during the
climax.period where speculation is very high. In Hong
Kong, most of the sales and purchases of real properties
would involve mortgage loans which in turn is very much
related to the interest rate level.
Some other potential factors e.g. interbank liabilities,
export values, exchange index, bank deposits amount etc,
have also been considered. However due to our limitation
of not putting too many variables into a model, thus those
which can be better represented by other factors are not
included in the final list.
Again data from Feb 81 to Sep 85 are used for analysis.
Firstly the correlation between Y and the individual Xi's
are analysed. Both the cases of (i) all data, (ii) before
pegging( of HK$ to US$), and (iii) after pegging are
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examined. It is expected to have significant difference in
the results for the 3 cases.
The equation of our regression model is:
creating the variables in a similar way as for the general
model in Section 4.3, we can have:
Y= f( local factors, foreign factor, response lag )
here
foreign factor is X4, which is Wio+ Wii,
response lagging factor is X5, which is Yt-1,
local factors are all the remaining Xi's.
Then we still have:
Finally a stepwise process is carried out to see whicr
variables are significantly selected.
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5.3 Findings Analysis
5.3.1 Coefficient of Detprminatir
The R2 values of Y Vs Xi's are shown in Table 5.1:
Table 5.1 R2 values Between Y and Xi's(i= 1 thru 9)
snort All Before After
Xi description Data Pegging Pegging
Xi log (GDP) t 0.5242 0.4474 0.2426
X2 log Mt-1 0.7053 0.6433 0.7122
X3 0.1092 0.0735 0.0126
X4 it+ et 0.5297 0.5688 0.7396
X5 Yt-1 0.8438 0.7981 0.7640
X6 HSINDEX 0.0041 0.5719 0.8271
X7 GOLDPRX 0.0575 0.2089 0.1855
X8 LOGLOAN 0.6073 0.5722 0.4340
X9 PROPERTY 0.2878 0.0083 0.4261
0.9239Xi to X9 0.9008 0.9411
According to the correlation between Y and the individual
Xi's, the variable having the highest R2 is X5. This means
that Y is quite stable, and it will tend to remain
unchanged over time. The foreign factor, X4, has only R2
of 0.5297( 0.5688 before peg and 0.7396 after peg). This
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indicates that the Hong Kong Prime Rate is quite inert, and
is not too responsive to foreign interest rate changes.
The values of R2 for domestic factors vary quite a lot.
X3 and X7 have always a low correlation with Y. It is a
bit strange for X6 where the overall correlation is low,
but those before and after pegging are quite high. X9 does
not have high R2 before pegging, but changes abruptly
after that.
The total correlation for the 9 variables is high, R2
being 0.9239( Ra2= 0.9109). Roughly the same R2
values are obtained for both periods of before and afte
5.3.2 Degree of Openness and Responsive Lags
a) All Data
The regression equation for the 9 variables is shown below:
Y= -268.380+ 106.785 X1- 24.719 X2+ 0.652 X3+
0.223 X4+ 0.304 X5- 0.0027 X6- 0.00007 X7-
31.617 X8+ 0.0001 X9
Hence the degree of openness and responsive lag are
4+ 5= 0.223+ 0.304= 0.527
=4/ = 0.223/ 0.527= 0.423
pegging.
b) Before Peqqinq
The regression equation for the 9 variables is shown below:
Y= -202.227+ 90.394 X1- 32.619 X2+ 0.694 X3+
0. 190 X4+ 0.454 X5- 0.003 X6+ 0. 002 X7-
21.938 X8+ 0.0002 X9




The regression equation for the 9 variables is shown below:
Y= -199.479+ 58.327 X1- 11.951 X2+ 0.058 X3+
0.220 X4+ 0. 063 X5- 0.008 X6- 0. 001 X7-
5.631 X8+ 0.0002 X9




The stepwise process reveals the findings as shown in Table
5.2.
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Table 5.2 Summary of Stepwise Regression of Y Vs Xi's
( i= 1 thru 9)
R2 Ra2 Variables Selected
All data 0.9036 0.8962 X1, X2, X3, X4, X5
0.8884 0.8725Before peg X2, X3, X4, X5, X7
0.9251 0.9176After peg X5, X6, X7
The above table illustrates that the variables in the
regression formula for all data are exactly the same as the
general model in Section 4.3. However other formulaes seem
to fit the Hong Kong situation better if the time period is
split into two: before and after pegging.
X5 is the factor which appears in all the above 3 cases.
The line of regression for the all data case is:
Y= -18.252+ 25.356 X1-24.529 X2+ 0.617 X3+ 0.217 X4
+ 0.464 X5
By similar treatment, we can find:
=4+ 5= 0.217+ 0.464= 0.681
0=4/ = 0.217/ 0.681= 0.319
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5.3.4 Regression Model (excluding x5)
We notice that once X5 is included in the stepwise model
its effect has already dominated over all other variables.
( Please note that X5 alone has already explained about 80%
of the total variance). This time lagging factor actually
distorts the whole regression model.
In order to study the effect of other factors to Y, the
above regression analysis is repeated once again with X5
being picked out.
Under this new condition, the R2 value for all the 8
remaining variables is 0.9136( R2= 0.8730 before peg,
and= 0.9407 after peg). This indicates that other
variables can also explain the variation of Y quite well.
The Stepwise solution is shown in Table 5.3.
Table 5.3 Summary of Stepwise Regression of Y Vs Xi's
(i=1 thru 4, 6 Lnru 9)
Ra2R2 Variables Selected
0.9038All data 0.9125 X1, X2, X3, X4, X6, X8
X2, X3, X40.80110.8135Before peg
X6. X70.90830.9125After peg
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Compared the above table against that in Section 5.3.3, we
can obsPrvP that:
i) for all data,
X6 and X8 are added into the model to substitute X5. R2
can be maintained at a quite satisfactory level. In
fact it is a Iittle bit bett
ii) before pegging,
only X2, X3 and X4 remain in the model, while X7 is
also excluded. However the R2 value is lowered.
iii) after pegging
the 2 variables, namely X6 and X7, still remain and R2
is still quite satisfactory.
Of course the degree of openness and response lagging
factor cannot be determined this time because X5 is
not present in the mndel.
5.4 Inference
From the above results, it is found that there is
significant difference for the regression models before and
after pegging of the HK$ to US$ during Oct 1983. If all
data are considered, then the general model in Section 4.3
(i.e. include X1, X2, X3, X4 and X5) still applys well.
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However if the data set is split into two periods then
other models are better.
The degree of openness measured in this case is 0.527, and
the response lag is 0.423.( if in the stepwise model, then
Y= 0.683, e= 0.318.) This means that Hong Kong is
really not too open nor fast responding as originally
expected.
Yt-1 can explain about 80% of Y's variance, probably due to
the inert behaviour of Y along with the time span under
study.
If we look at the regression model after pegging, then X5.
X6 and X7 (i.e. Yt-i, HSINDEX & GOLDPRX) together can explain
0.9251 of the total variance. Such finding is quite beyond
our initial expectation. If excluding X5, then X6 and X7




After a detailed study of the Hong Kong Prime Rate (formal
name is Best Lending Rate) at its various aspects, now we
come to a stage to summarise and conclude what the findings
we have obtained so far.
Firstly the Deposit Rate is set by the Hong Kong
Association of Banks regularly (usually on a weekly basis)
Of course the members of the Association have various
factors to consider in setting the deposit rates. They
have to follow an interest rate agreement which
standardises the rates given by all licensed banks. The
Hong Kong Shanghai Bank then determines her prime rate.
Usually this prime rate has a very close relationship with
the deposit rates. So far for most of the time, they move
together in the same direction as well as in the same
magnitude.
The Hong Kong Prime Rate (Y) is then studied and compared
against the various rates. Firstly Y is compared to the
deposit rates. It is found that there is a very high
correlation among Y, W1(= 7 days rate), W2(= 3 month
fixed rate) and W3(= savings rate) R2 value is at least
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0.97. There is no time lagging effect between them. The
volatility of these are also very close. The standard
deviation of Y and W2 are the same while W1 and W3 are
slightly samller. The average spread between prime and
Y is then correlated with the interbank rates. W4(=
interbank low), Ws(= interbank high), and W6(= interbank
3 months) are studied. The interbank loan is one of the
banks' source of fund, thus this is their cost of capital
if their deposit base is not big enough. It is found that
the average of W5 is beyond Y by 0.165 percentage point. In
other words if the bank elects to employ interbank 24 hour
call rate, then they may bear a risk of loss. On the
whole, if based on W6, i.e. 3 months interbank rate, then
the spread is 1.14 percentage points. In terms of
correlation, W6 itself has accounted for 92% of Y's
variance. Hence it is suspected that W6 itself is already
a sufficient factor to determine Y. However since W6 is
itself a rate to be determined, hence we did not include it
as a 'factor'. Rather we can treat it as an indicator
only.
Y is then correlated with the various foreign interest
rates; W7(= US Prime Rate), W8(= US Federal Fund Rate),
W9(= Eurodollar 3 months rate) & Wio(= US Bills 3 months
52
rate). These rates all have roughly the same correlation
with Y, in the range of 0.71 to 0.75. And they have very
high inter-correlation among them. The standard deviation
of these rates are all roughly the same except for Wio
which is bit lower (i.e. more stable). It is also found
that after the pegging of HK$ to US$, the foreign rates
explain Y better than before.
A review of literature and theory on interest rate is then
made. There are a no. of theories in relating domestic
interest rate to other factors. One school of thought is
by examining the supply and demand of the loanable fund
of the whole economy. In this context all the demand and
supply sources are related in one way or another with the
interest rate. Hence the point where the aggregate of
demand meets the aggregate of supply is the equilibrium
point. Should the supply or demand changes, the aggregate
curve will shift, then a new equilibrium level of interest
rate is located. Another school of thought states that
since the interest rate is very much related to the banks,
hence the supply and demand of funds should be focussed on
the banking sector rather than for the whole economy.
Some scholars studied the interest rates in a closed
economy and in an open economy. Under the two conditions
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the factors affecting the interest rate are completely
different. For a completely closed economy, money supply,
GDP, inflation are the major factors affecting the level of
interest rates. While for a fully open economy, the world
interest rates, change of exchange rate and the response
lag parameter are the major factors. They also presented a
general model which is a mix of the two extremes. It
consists of factors from both the completely closed and
fully open economies. Data of some countries e.g.
Singapore, Columbia have been analysed, and proved this
general model to be quite satisfactory in explaining the
domestic interest rate.
The authors tried to use the same approach to verify with
Hong Kong data. However the coe. of determination obtained
is not very high. Under the hypothesis of a closed
economy, the values of R2 is 0.6836 only. While under the
hypothesis of a fully open economy, R2 is 0.7958. Finally
under the general model R2 is 0.8326. the degree of
openness for Hong Kong measured is only 0.692, while the
response lag parameter is only 0.448. This means that the
Hong Kong interbank rates is affected by 0.692 point if the
foreign interest rate plus expected rate of change of
exchange rate is moved by 1.0 point. And the rate of
change (i.e. response rate) is not high, merely 0.448
(0 is no adjustment, 1 is instantaneous adjustment).
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Finally in Chapter 5, some factors which are thought of
having some influence to Y are collected. These factors in
fact include all the 5 factors as suggested by the general
model formulated by other scholar, plus other potential
ones such as Hang Seng index, gold price, bank loans and
advances, and no. of sales purchase agreements of real
properities in Hong Kong. If all the 9 factors are taken
together, R2 is really close to 1 (0.90 to 0.94). If,
however, stepwise is processed, then the 3 cases: a) all
data, b) before peg, c) after peg give completely different
results. The 'all data' again suggests that X1 through X5
(i.e. same factors as in the general model) should be
chosen. This again substantiates that the general model is
quite applicable. However for before and after peg,
variables selected are X2, X3, X4, X5 X7 and X5, X6 X7
respectively. As X5, i.e. time response lag factor has a
dominant effect in the model, the process is run once more
without X5 in the model. In that case other regression
equations are obtained.
Table 6.1 summarises all the important regression
findings in Chapter 4 and 5 to facilitate easy comparison:
Table 6.1 Summary of Regression Findinqs in Chapter 4 and 5
Compl. Closed X6= f (Z1,Z2,Z3)
X6= f (Z4,Z5)
X6= f (Z4,Z5)




















Y= f (X1 thru X9)
Y= f (X1 thru X9)







Y= f (X1 thru Xs)
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Appendix 1: a) Data Showing Profile of Y. W1. U2 and U3
Y W1 W2 W3














































































































































































































































































































Appendix 7 : D Grapn Snowing Protile of Y, W1, W2& W3
Appendix 2: a) Data Showing Profile of Y, W4 W5 and W6
Y W4 W5 W6



































































































































































































































































































Appendix 2: b) Graph Showing Profile of Y, W4, W5 W6
Appendix 3: a) Data Showing Profile of Y, W7, W8, W9 and W10
YEAR
Y W7 W8 W9 W10

























































































































































































































































































































































































































































































































































































































































































































































































Appendix 5 Data Showing Profile of Y, XI thru X9
Y XI X2 X3 X4























































































































































































































































































































































































































































































































































































































































































































Appendix 6: Detailed Description of the Variables
Symbol Short Des. Detailed Definition
v HKPRIME Prime Rate( or Best Lending Rate)
quoted by the Hongkong Shanghai
Bank. Unless stated on the contrary,
all figures are based on month-end
closing.
( for Chaoter 3)
W1 HK7DAYS Time Deposits rate paid for 7 days'
call as quoted by the Hongkong
Shanghai Bank. Month-end figures are
used.
W2 HK3M0NS Time Deposits rate paid for 3 months
as quoted by the Hongkong Shanghai
Bank. Month-end figures are used.
W3 HKSAVNG Savings Deposits rate paid to
depositors as quoted by the Hongkong
Shanghai Bank. Month-end figures are
used.
W4 I BR-LOW The Interbank lending rates (24-hour
call) between licensed banks in Hong
Kong. The lowest figure (offer rate)
during the month is taken.
W5 IBR-HGH The Interbank lending rates (24-hour
call) between licensed banks in Hong
Kong. The highest figure (offer rate)
during the month is taken.
W6 IBR3M0N The Interbank lending rates 3-month
forward between licensed banks in Hong
Kong. The month-end offer rate is
taken. Also referred as HIB0R-3m.
W7 USPRIME Prime Rate charged by major banks in
USA on short term business loans. The
monthly average figures are taken.
W8 FEDFUND Interest Rate of the U.S. Federal
Funds. Monthly average figures are
used.
Appendix 6( Continued)
W9 EURODOL Interest Rate of Euro-dollars deposit
in US$, 3 months forward. Monthly
average figures are used.
Wio USBILLS Interest Rate of U.S. Government
Treasury Bills, 3 months forward, in
the secondary market. Monthly average
figures are used.
Wl 1 EX-RATE The percent change of the effective
exchange rate index for the Hong Kong
Dollar calculated on trade-weighted
(both import and export) basis.
Monthly average figures are used.
( for Chapter 4)
Z1 log GDPt Logarithm values of the Hong Kong
GDP figures for the same year. GDP
monthly figures are obtained by pro¬
rating the difference between adjacent
years.
Z2 log Mt-1 Logarithm values of the money supply,
Ml definition, for the previous month.
Monthly total in HK$ is calculated.
Z3 The percent change of living index
between two adjacent months. Consumer
Price Index (B) is taken.
Z4 The sum of Interest Rate of U.S.
Government Treasury Bills, 3 months
forward(= Wio) and percent of change
of the exchange rate(= W11).
Z it-1 The HK interest rate(= Y or W6) of
the previous month.
( for Chapter 5)
X1 log GDPt Same as Zi: logaritm values of the
Hong Kong GDP figures.
X2 log Mt-1 Same definition as Z2: logarithm
value of money supply, Ml definition
of the previous month.
Appendix 6( Continued)
X3 Tit Same as Z3: the percent change of
living index between two adjacent
months. Consumer Price Index (B) is
taken.
X4 Same definition as Z4: the sum of
Interest Rate of U.S. Government
Treasury Bills, 3 months forward
(= W10) and percent change of the
exchange rate(= W11).
X5 it-1 The Hong Kong Prime Rate of the
previous month.
X6 HSINDEX Hang Seng Index of share Prices for
stock transactions in the Hong Kong
Stock Exchange Market. Month-end
figures are used.
X7 GOLDPRX The month end closing price for 99%
pure gold in HK$tael. Figures quoted
from the Chinese Gold and Silver
Exchange Society.
X8 LOGLOAN Logarithm value of the loans and
advances from banks to customers
including both HK$ and foreign
currencies. Month end figures are
used.
X9 PROPERTY The agreement to future sale and
purchase of a real property. This
property may be a building under
construction or a complete building.
Information source from the Land
Office.
Appendix 7: Computer Print-out for Table 3.1 in Section 3.1.3a on Page 18
SAS 18:54 SATURDAY, APRIL 19, 1906 3
GENERAL LINEAR MODELS PROCEDURE
SOURCE DF SUM OF SQUARES MEAN SQUARE F VALUE PR F R—SQUARE C.V.
MODEL 1 683.7 156655 8 633.71566550 1963.73 0.0001 0.971 792 4.6264
ERROR 57 19.84577509 0. 340 1 71 4 9 ROOT MS E Y MEAN
CORRECTED TOTAL 58 703,56144068 0.59006058 12.75423729
SOURCE DF TYPE I SS F VALUE PR F DF TYPE III SS F VALUE PR F
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T FUR HO: PR |T} STD ERROR OF
INTERCEPT 3.94103779 18,49 0.0001 0.21320110
14 2 0,9843002 8 44.31 0.0001 0.'J 2222340
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Appendix 7: Computer Print-out for Table 3.1 in Section 3.1.3a on Page 18
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Appendix 7: Computer Print-out for Table 3.2 in Section 3.1.3b on Page 19 Page _1_ of _J_
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Appendix 7: Computer Print-out for Table 3.4 in Section 3.1.3d on Page 20
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Annon'v 7. pmr.,ir,v- d-i„h-r,,.h Table 3.5 in Section 3.2.3a on Pace 2'. Pppp 1 nf
Appendix 7: Computer Print-out for Table 3.5 in Section 3.2.3a on Page V,
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Appendix 7: Computer Print-out for Table 3.6 in Section 3.2.3b on Paee 2- Pnpp 1 n f
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Appendix 7: Computer Print-out for Table 3.7 in Section 3.2.3c on Page 234
Page of
Appendix 7: Computer Print-out for Table 3.8 in Section 3.3.3a on Paee 26
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Appendix 7: Computer Print-out for Table 3.9 in Section 3.3.3b on Page 27 Page 1 of 1
Appendix 7 : Computer Print-out for Table 3.10 in Section 3.3.3c on Page 27 Page 1 of 1
Appendix 7 : Computer Print-out for Table 3.11 in Section 3.3.4 on Page 30 Page 1 of 16
SAS 19.50 MONDAY. APRIL 21 . 1986 3




























































Appendix 7 : Computer Print-out for Table 3.11 in Section 3.3.4 on page 30 Page 2 of 16
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Appendix 7: Computer Print-out for Table 3.11 in Section 3.3.4 on Page 3C P a p e 3 n f 1 6
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Appendix 7: Computer Print-out for Table 3.11 in Section 3.3.4 on Page 3 Paj L
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Appendix 7: Computer Print-out for Table 3.11 in Section 3.3.4 on Page 3
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Appendix 7: Computer Print-out for Table 3.11 in Section 3.3.4 on Page 30 Page of
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Appendix 7: Computer Print-out for Table 3.11 in Section 3.3.4 on Page 30 Page of
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Appendix 7: Computer Print-out for Table 3.11 in Section 3.3.4 on Page 3 Page 9 of 1£
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Appendix 7: Computer Print-out for Table 3.11 in Section 3.3.4 on Page 30 Page 10 of 16
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Appendix 7: Computer Print-out for Table 3.11 in Section 3.3.4 on Page 30 Page 11 of 16
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Appendix 7: Computer Print-out for Table 3.11 in Section 3.3.4 on Page 30 Page 12 of 16
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Appendix 7: Computer Print-out for Table 3.11 in Section 3.3.4 on Page 30 Page 13 0f 16
5 AS 19:40 riONUAYt APRIL— 2-1. 1986 7
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Appendix 7. Computer Print out for Regression Line in Section 4.1,2 on Page 32 Page 1 of 1
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Appendix 7: Computer Print-out 'for Regression Line in Section 4.2.2(i) on Page 34 Page 1 of 1
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Appendix 7: Computer Print-out for Regression Line in Section 4.2.2(ii) on Page 3 Page 1 of 1
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Appendix 7: Computer Print-out for stepwise analysis in section 4.3.3 on Page 37
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Appendix 7: Computer Print-out for Stepwise Analysis in Section 4.3.3 on Page 37 Page _2_ of _2_
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Annendix 7: Comnuter Print-out for Table 5.1 in Section 5.3.1 on Paee 43
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Appendix 7: Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43 Page 3 of 30
Appendix 7: Computer Print-out forTable 5.1 in Section 5.3.1 on Page 43
SflS 22:41 MONDAY, MAY 26, 1906 0































































Appendix 7: Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43
4 Page _5_ of 30
Appendix 7: Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43 page 6 of 30
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Appendix 7: Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43 Page 7 of 30
Appendix 7: Computer Print-out forTable 5.1 in Section 5.3.1 on Page 43
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Appendix 7: Computer Print-out foriable 5.1 in Section 5.3.1 on Page 43 Page _9_ of 30
Appendix 7 : Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43
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Appendix 7: Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43
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Appendix 7: Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43 Page 12 of 30
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Appendix 7: Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43 Page 13 of 30
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Appendix 7: Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43 Page JA of _30
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Appendix 7: Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43 Page 15 of 30
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Appendix 7: Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43 Page u_ of3
MONDAY, MAY 26, 1986









1 38. 88 93 95 90





























































Appendix 7 :Computer Print-out for Table 5.1 in Section 5.3.1 on Page 4.3 Page 18 of
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Appendix 7: Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43 Page 19 of 30
Appendix 7 : Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43 Page 20 of 30
Appendix 7 : Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43 Page 21 of 30
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ADnendix 7: Computer Print-out for Table 5.1 in Section 5.3.1 on Page Page 22_ of 30
GENERAL LINEAR MODELS PROCEDURE
Appendix 7: Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43 Page 23 of 30
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Appendix 7: Computer Print-out for Table 5.1 in Section 5.3.1 on Page A3 Page 24 of 30
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Appendix 7: Computer Print-out for Xable 5.1 in Section 5.3.1 on Pase 4.' ge 25 of 30
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Appendix 7: Computer Print-out for Table 5. 1 in Section 5.3.1 on Paee 4
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Appendix 7: Computer Print-out for Table 5.1 in Section 5.3.1 on Page 43
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Appendix 7: Computer Print-out for fable 5.1 in Section 5.3.1 on Page 43- Page 30 of 30
Appendix 7: Computer Print-out for Regression Line in Section 5.3.2b on Page 45
Appendix 7: Computer Print-out for Regression Line in Section 5.3.2c on Page 45
Appendix 7: Computer Print-out for Regression Line in Section 5.3.2a on Page
Appendix 7: Computer Print-out for Table 5.2 in Section 5.3.3 on Pace 46
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NO OTHER VARIABLES MET THE 0.1500 SIGNIFICANCE LEVEL FOR ENTRY INTO THE MODEL.


















































Appendix 7: Computer Print-out for Table 5.2 in Section 5.3.3 on Page 46,S Page 2 of 6
Appendix 7: Computer Print-out for Table 5.2 in Section 5.3.3 on Page 46
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Appendix 7: Computer Print-out for Table 5.2 in Section 5.3.3 on Page 46 Page 4 of 6
21:02 WEDNESDAY, MAY 7, 1986 5
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Appendix 7: Computer Print-out for Table 5.2 in Section 5.3.3 on Page 46
Appendix 7: Computer Print-out for Table 5.2 in Section 5.3.3 on Page 46
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Appendix 7: Computer Print-out for R (excluding X) in Section 5.3.4 on Page 47 Page _1_ of _1_
STEPWISE REGRESSION PROCEDURE FOR DEPENDENT UARIABLE Y
NOTE: SLENTRY AND SLSTAY HAVE BEEN SET TO .15 FOR THE STEPWISE TECHNIQUE.
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Appendix 7: Computer Print-out for Table 5.3 in Section 5.3.4 on Page 4,2 Page 1 of 6
Appendix 7: Computer Print-out for Table 5.3 in Section 5.3.4 on Page 4
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Appendix 7: Computer Print-out for Table 5.3 in Section 5.3.4 on Page 47
A Page 3_ of _6_
SAS 21200 WEDNESDAY, MAY 7,1986
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Appendix 7: Computer Print-out for Table 5.3 in Section 5.3.4 on Page 47 Paop A nf A
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Appendix 7: Computer Print-out for Table 5.3 in Section 5.3.4 on Page 47 Page 5 of 6
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BOUNDS ON CONDITION NUMBER: 1 .973 099, I 5.78479
NO OTHER VARIABLES MET THE 0.1500 SIGNIFICANCE LEVEL FOR ENTRY INTO THE MODEL.
SUMMARY OF STEPWISE REGRESSION PROCEDURE FOR DEPENDENT VARIABLE Y
VARIABLE NUMBER PARTIAL MODEL
























Appendix 7: Computer Print-out for Table 5.3 in Section 5.3.4 on Page 47
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